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Menor andum and Or der

It is conmon practice when a business is faced w th significant
i nsurance prem uns for the busi ness to borrownoney to finance t he
prem umpaynments. Since prem umpaynments are al nost al ways nmade i n
advance for i nsurance coverage, there remains until the end of the
policy period a portion of the insurance prem umwhich the insurance
conpany has not yet earned. This part of the premunsisreferredto
as "unearned premuns.” Wen i nsurance policies are canceled prior to
expiration of the policy period, unearned prem uns are returnedtothe
i nsur ed.

The signi ficance of unearned prem uns i s that they provide the
basis for asecurity arrangenent to finance the prem umpaynents. The
entity to whompaynents under the financi ng agreenent are to be made
obtains a security interest inthe unearned prem uns. Thus, upon
default under the agreenent, the entity nay seek to retrieve the

unearned prem uns fromthe insurance conpany to be applied



t oward t he bal ance on t he | oan taken to fi nance the arrangenent. This
case involves two such financing arrangenents.

Inits conplaint Uy-Pak, Inc. (debtor), seeks to enjoin the
t hreatened term nati on of certain insurance policies procured for
debtor by defendant, Consolidated Insurance Agency, Inc.
(Consol i dated). Al so naned as defendant i s the Bank of Carbondal e,
whi ch advanced t he funds for debtor's prem umpaynents onthe policies
pursuant to an assi gnnent of aretail installment contract between
debt or and Consol i dated. Consolidated has filed anotionfor relief
fromstay sothat it may term nate the policies and appl y t he unear ned
premuns toits debt or, alternatively, receive adequate protection
paynment s under 11 U. S. C. section 361(1). The issue beforethe Court is
whet her Consolidatedis asecured creditor with an enforceablelien
upon the unearned prem uns of debtor's insurance policies.

On November 17, 1988, debt or purchased four i nsurance policies
fromconsol i dated and executed a "retail installment contract” for
paynment of the premiuns in the amount of $51,374. The contract
provi ded that debtor woul d make a down paynent and nine nonthly
payments to Consolidated for the "goods" purchased, which were
described inthe appropriate space as "Services: |Insurance Prem uns."

On t hat portion of the formproviding for "Security," the box giving
the seller a security interest in the "goods or property being
purchased"” was not marked. The printed | anguage of the contract
st at ed:

Sel | er shal |l have a security interest under the

Uniform Comrercial Code in the Property
(descri bed above) and i n the proceeds thereof, to
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secure the paynent in cash of the Total of

Paynment s and al | ot her amobunts due or to becone

due hereunder.
The reverse side of the printed form provided further:

Seller reserves title to said goods and shal |

have a purchase noney security interest therein

under the Il linois UniformComercial Code unti l

t he total of paynents and al |l ot her anpbunts due

from Buyer hereunder are paid in full
Thi s contract was assi gned by Consol i dat ed t o t he Bank of Car bondal e.
Debt or subsequently defaulted onits prem umpaynents, and Consol i dat ed
was required t o make t he nont hl y paynents under the contract tothe
Bank of Carbondale.?

The four policies purchased under theretail installnent contract
i ncluded a one-year liability policy issued by the Great Anerican
| nsurance Conpany. This policy was a renewal of a policy for the
previ ous year that expired on Septenber 22, 1988. The prem umfor this
pol i cy was based on t he payroll or receipts of the insured, andthe
pol i cy contai ned a cl ause providing for an audit at the term nation of
the policy to adjust the prem umby credit or debit once the act ual
figures were known. The audit for the year 1987-1988, conducted after
term nation of the policy in Septenber 1988, showed t hat debt or owed a
bal ance of $30,747.50 for that year's prem um
On Decenber 19, 1988, debtor executed a "prem um finance

contract” wi th Consol i dat ed and t he Fi rst Nati onal Bank & Trust Conpany

While the contract itself provides that the assignnent is

"wi t hout recourse” against the seller (Consolidated), the parties at

trial indicated that Consolidated was a "guarantor or cosignor"”
liable for the premuns if they were not paid by debtor.

and



of Mur physboro (First Bank of Murphysboro) to provide for paynment of
t he anount found to be due under the audit. By this contract, debtor
expressly assigned "as security for [ paynent of its i ndebtedness]”
debtor's right toall unearned pren uns payabl e under t he policy of
i nsurance. The contract further contained anirrevocabl e power of
attorney giving Consol idated the right tocancel the policyinthe
event of debtor's default and to recei ve all unearned prem uns ont he
policy.

On February 24, 1989, debtor filed a petition for relief under
Chapter 11 of the Bankruptcy Code. At thetinme of trial ondebtor's
conpl ai nt, there renmai ned due a bal ance of $23, 019. 44 on t he contract
tothe First Bank of Murphysboro and a bal ance of $28, 670. 40 on t he
contract to the Bank of Carbondale.

I n argui ng that Consol i dated has no ri ght as a secured creditor to
cancel debtor's policies andreceive the unearned prem uns, debtor
asserts that theretail installnent contract executed in Novenber 1988
nei ther created a security interest inthe unearned prem uns nor gave
Consolidated the right tocancel the policies currently ineffect.
Debt or argues, noreover, that while the prem umfinance contract
execut ed i n Decenber 1988 was i nthe proper formto create a security
i nterest, there were no unearned prem uns renai ni ng on t he policy that
expired in Septenber 1988 and thus there was no res to which the
security interest could attach.

Consol i dated, for its part, asserts that theretail install nent
contract of Novenber 1988 was ef fective to create a security interest

i n Consol i dated notw t hstandi ng t he | ack of a specific grant of such
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i nterest because of the contract's provisionfor retentionof title by
the seller. Consolidated further contends that it was not necessary
for Consol i dated, as a secured party, to have a power of attorney in
order to enforce its security interest. Finally, Consolidated
mai ntai ns that the parties i ntended for the Decenber 1988 contract to
t he Fi rst Bank of Murphysboro to be secured by t he unear ned prem uns on
t he successor policy that was renewed i n Novenber 1988 and t hat t he
parties' intention regarding this transaction should be given effect.
The parties concede that the transactions in question are not
governed by t he Uni formComrerci al Code (UCC), as section 9104(9)
speci fically excludes fromapplication of the Code the "transfer of an
i nterest or clai minor under any policy of insurance.” Seelll. Rev.

Stat., ch. 26, par. 9-104(g); Inre U S. Repeating Arns Co., 67 B. R

990 (Bankr. D. Conn. 1986). Exclusion fromthe UCC, however, does not
mean t hat ri ghts under an i nsurance policy nmay not serve as col |l ateral .
Rat her, "the draftsmen [ of the UCC] felt that such transactions are
adequat el y covered by existinglawand do not fit withinthe franmework
of Article9.11." Ill. Ann. Stat., ch. 26, par. 104 (Smth-Hurd 1974)
(I'l'l'inois Code Conment at 51).

Because Article 9is inapplicable, the Court nust | ook t o non-UCC
state |l awt o det er m ne whet her t he agreenents executed by the parties

were ef fective to give Consol i dated a perfected securityinterest in

t he unear ned premn unms of debtor's policies. Seelnre Duke Roofing
Co., 47 B.R 990 (E.D. Mch. 1985). The parties havecitednolllinois
case, and the Court has found none, invol ving an insurance prem um

finance arrangenent |like that in the instant case. The Illinois



st at ut e governi ng prem umfinance conpanies (I1l1. Rev. Stat., ch. 73,
pars. 1065.60 to 1065.68) |i kew se provides no gui dance as to t he
requi sites for obtaining asecurityinterest i nunearned insurance
prem uns.

Courts in other jurisdictions have applied general conmon | aw
princi pl es of statelawto eval uate agreenents purportingto create a
security interest inunearned prem uns. As these courts have observed,
prem umfi nance agreenments are conmon conmer ci al transacti ons i n whi ch
t he fi nance conpany makes an advance to t he i nsurance conpany or its
agent of the prem umdue for the full termof the policy. This advance
is then repaid by the insured to the finance conpany i n anortized
mont hly i nstal |l ments whi ch i ncludes an addi ti onal anmount to cover
financi ng charges. The finance conpany is secured in nmaking this
advance by obtaining theright tocancel the policy and receive the
return prem umdue upon cancellationif tinely repaynments are not nade.

In re U.S. Repeating Arns Co.; Inre RBS Industries, 67 B.R 946

(Bankr. D. Conn. 1986); Matter of Redfeather Fast Freight, 1 B. R 446

(Bankr. D.Neb 1979); see Baker & Co. v. Preferred R sk Mitual | nsurance

Co., 569 F.2d 1347 (5th Cir. 1978).

A security interest in unearned premunms is created when t
prem umfinance conpany makes ful | paynment of the prem uns due and, in
return, through an assi gnnment effective under state | aw, recei ves the
ri ght to any unearned prem uns fol |l owi ng default of theinsured. See

U.S. Repeating Arns Co.: Redfeather Fast Freight. Si nce the

transactionis not governed by the UCC, an express grant of security

interest is not required; however, there nust be an effective

he



assi gnnment of theinsured' s right tounearned premuns. Inre U S.

Repeati ng Arns Co. Inorder that the financing party nmay have recour se

tothe collateral securing its | oan, noreover, it i s necessary to
obtainfromthe insuredtheright tocancel the policiesinthe event

of nonpaynent. See Inre RBSIndustries; Matter of Maplewood Poultry

Co., 2 B.R 550 (Bankr. D.Me. 1980); see also Prem um Fi nanci ng

Specialists, Inc. v. Lindsey, 11 B.R 135 (E.D. Ark. 1981).

It is apparent tothe Court that the "retail installnment contract™
formexecuted by the parties on Novenber 17, 1988, to fi nance the
paynent of prem uns onthe current year's policies was an i nappropriate
formfor this purpose. The printed | anguage of the formindi cates that
it was i ntended for use in deal er financi ng arrangenents subject tothe
UCC. Under Illinois |aw, however, no particular formof words or
| anguage i s necessary to effect an assi gnnent, and any | anguage or
instrunent i s sufficient which shows anintentionof transferring a

designated right, claimor fund to the assignee. See In re Long

Chevrolet, 79 B.R 759 (N D. 11l. 1987); Inre Estate of Martinek, 140

I11. App. 3d 621, 488 N.E.2d 1332 (1986); 3 IIl. L. & Prac.

Assi gnnents, section 31 at 447 (1953). Thus, if theretail i nstall ment

contract otherwi se conplies with the requirenments for creating a
security interest indebtor's unearnedinsurance prem uns, it may be
given effect despite its incorrect form

As set forth above, the parties did not check the box onthe form
granting Consol i dated a security interest inthe "goods or property
bei ng pur chased, " which, if they had done so, woul d have constituted an

assi gnnent of debtor's rights to unearned premuns. Cf. Inre RBS
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| ndustries: express grant of security interest inunearned prem uns
effected assignnment. While the printed formcontains additional
| anguage purportingto givethe seller rights as a secured creditor
under the UCC, it is doubtful whether this |anguage shoul d be

interpreted as a cormon |l awassignnment. Cf. Inre Key Wst Rest aur ant

& Lounge, 54 B.R 978 (Bankr. N.D.Il1. 1985): assi gnee of interest
under i nsurance policy nust stand on his own contractual rights and
does not receive the statutory rights of secured creditor protected by
Article 9.

Even if, however, the contract were found to constitute an
assi gnnent of debtor's rights to unearned premuns, it is deficient in
that it contains no power of attorney or other authority for
Consolidated to cancel debtor's policies in order to receive the
unear ned prem unms. Since the unearned pren uns becone payabl e only
upon cancel | ation of the policies, any right to unearned prem uns woul d
be anullity without the means to cancel the policies. For this
reason, the Court finds that the retail installnment contract of
Novenmber 17, 1988, was i neffective to gi ve Consol i dated a security
interest in the unearned prem uns of debtor's policies.?

The "premi umfinance contract" executed i n Decenber 1988, by

2The Court finds no nmerit in Consolidated' s argunent that a
security interest was created by the contract provision for retention
of title in the seller. This theory is inconsistent with the case
law relating to security interests in unearned insurance premn uns,
and Consolidated has cited no authority in support of its position.
Whi | e Consolidated further indicates that it has rights as | egal
title holder of the policies thenselves, Consolidated did not tender
the policies in evidence; thus, there is no evidence which woul d
support a finding by the Court in this regard.
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contrast, is in the correct formto give Consolidated a security
i nterest i nunearned insurance premuns, as it both assigns debtor's
ri ght to unearned prem uns and gi ves Consol i dated an i rrevocabl e power
of attorney to cancel the policies. By its terms, however, this
contract relates to the i nsurance policy that expired on Sept enber 22,
1988. Because the period of the policy had run, the entire prem um
pai d by debtor onthe effective date of the policy had becone ear ned,
and there was no unearned prem um remai ning on the policy to be
refunded to debtor upon cancellation.?

Whi | e Consol i dat ed argues that the parties intended for this
contract to be secured by t he unear ned prem umon t he successor policy
t hat was funded in Novenber 1988, this is contrary to the express
| anguage of the contract, and the Court is unable torewite the
contract as Consol i dated urges to make it applicable tothe current
year's policy. The Court finds, therefore, that the "prem umfinance
contract"” of Decenber 1988 gave Consol i dated noright to the unearned
prem uns of the policies purchased by debtor in November 1988.

Pursuant to this Court's finding that Consolidated has no
security interest inthe unearned prem uns of debtor's policies, it
wi || deny Consol idated' s noti on seeking relief fromstay or the paynment
of adequate protection. The Court will, further, enter judgnent for

debtor on its conplaint to enjoin the term nation of insurance

At the time an insurance policy is funded by paynent of the
prem um on the effective date of the policy, the entire premumis
unearned. On each date thereafter the unearned portion of the
premumis reduced and the earned portion is proportionately
increased until expiration of the policy, when no unearned prem uns
remain. See In re RBS Industries.
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policies, as the Court finds that neither the "retail install nment
contract” nor the "prem umfinance contract” gi ve defendants authority
to cancel debtor's policies.

| T1S ORDERED, therefore, that Consolidated' s notionfor relief
fromstay is DENI ED.

I T1S FURTHER ORDERED t hat def endants are ENJO NED f r omt aki ng any
actiontoterm nate debtor's i nsurance policies #PAC8-81-37-01-02,

#524-105741-7, #PROO- 93-11-92-00, #SL-9238275-00.

/sl Kenneth J. Meyers
U. S. BANKRUPTCY JUDGE

ENTERED: June 21, 1989
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